The expression of the annual percentage rate of charge in the field of mortgage credit. 1 June 1993 by Vorms, Bernard
"THE EXPRESSION OF  THE  ANNUAL PERCENT  AGE  RATE OF  CHARGE 
IN  THE FIELD  OF  MORTGAGE CREDIT" 
1 June 1993 This  study  has  been  drawn  up  at  the  request  of  the  Consumer  Policy  Department  of  the 
Commission of the European Communities (Contract no. 85 - 1  030/92/013150). 
,  I 
It was carried out under the sole responsibility of Mr. Bernard VORMS. 
'I· 
Neltller  the  Commission  of  the  European  Communities  nor  the  ANIL!Agence  Nationale  pour  ,, 
!'Information  sur  le  Logement  nor  any  of its  member  organisations  can  be  held  liable  for  the 
opinions and proposals it contains. 
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2 ANNUAL PERCENTAGE RATE  OF  CHARGE IN  THE  FIELD  OF PROPERTY CREDIT 
INTRODUCTION: THE  STUDY PROTOCOL 
The directive of 22 February 1990 amendmg directive 87/1 02/EEC on the approx1mat1on 
of the laws, regulations and administrative provisions of the Member States m the field of consumer 
credit,  laid  the  bases  for transparency of lending conditions in  the  various Community Member 
States, in particular by definmg a single method for the calculation of the annual percentage rate 
of charge. 
The directive provides for a period of six years for the practices in the various countries to 
be  brought  into  line,  as  far  as  the  mathematical  calculation  method  1s  concerned,  with  its 
requirements. 
A  date has therefore  been  set for June  1995 to take  a  final  decision  on the  choice of 
method to be imposed on all the countries of Europe. 
The importance of housing in household commitments leads to the Commission adopting 
an identical approach for mortgage credit, but the questions raised are both different and more 
complex. 
The  ANIL/Agence  Nationale  Franc;aise  pour  !'information  sur  le  Logement  has  already 
examined this question when considering the interest for consumers of cross-frontier loans; the 
object of this study is to provide the Commission of the European Communities with clarification 
on  a  possible  directive  on  the  displaying  of  rates  and  the  development  of  an  APRC  I  annual  .. 
percentage rate of charge m the field of mortgage credit. 
3 Th1s  APRC must allow the consumer to compare the real cost of the vanous mortgage loans 
available on the market. 
It  IS  a  matter of ensunng  fair cond1tions of competition  between  suppliers of cred1t  and 
enabling the consumer to make up his m1nd  w1th full knowledge of the facts. 
On  the  other hand,  the  objective  is  in  no way to seek  harmonisation of the  practice of 
mortgage credit of the various Community Member States. 
The method adopted must allow effective comparison, particularly at the point 1n  t1me when 
competitiOn  is  keenest  between  lenders,  i.e.  a  long way  upstream  of the  signature of the  loan 
contract. 
It must possess several qualities: 
- be logical and easy to apply, 
- allow comparison of all types of mortgage credit existing in the Community, 
- possess a scope with no ambiguity and be applicable to the forms of housing credit other 
than strictly mortgage credit. 
-be as consistent as possible with the method adopted for consumer credit. 
4 PART ONE:  CONSUMER CREDIT AND MORTGAGE CREDIT 
I.  THE  COMMUNITY PATRIMONY 
1 .  Cross-frontier serv1ces:  the law appl1cable 
In  the case of cross-front1er operations, the principle of autonomy of will prevails. 
The second banking coordination directive adopts the principle of the single licence based 
on the mutual recogn1tion of the rules for control of access to and pursuit of bankmg activ1t1es. 
Nevertheless, since the borrower may be considered as passive, which is generally the case 
in the field of loans to private individuals, the consumer protection provisions of the host country 
must be respected. 
There may be uncertainty about the application of this principle by the Court of Justice of 
the European Communities. 
Indeed, the rule of the primacy of the consumer protection provisions of the host country 
is assessed in the light of three criteria: 
- the general good, 
. . 
-subsidiarity, i.e. the lack of equivalent regulations in the home country, 
- proportionality: the effect of the protection regulation must not be disproportionate to the 
objective  sought;  it  is  the  application  of  this  final  criterion  which  leaves  room  for 
interpretation  . 
5 2.  The consumer credit directive 
There is what can be termed as  a Commun1ty patnmony 1n  the cred1t  field. 
The plan to Introduce an APRC I annual percentage rate of charge 1n  the field of mortgage 
credit follows on from the directive of 22 February  1  990 which defines an  APRC  in  the field  of 
consumer credit. 
A  concern  for  consistency  leads  to  drawing  lessons  from  the  preparatory  work  and 
implementation of this first directive on the APRC  .. 
This directive advocates the use of a single method which: 
- is equivalent, on an annual basis, to the present value of all commitments agreed by the 
creditor and the borrower at the start of the contract, the so-called equivalent method; 
- incorporates in the calculation all the sums to be paid by the two parties. 
Article 2  provides that Member States must take the measures necessary to comply with 
this directive no later than 1 December 1993. 
However, article 1  a - paragraph 5 - provides that N as a transitional measure, Member States 
which, prior to 1 March 1990, applied legal provisions whereby a different mathematical formula 
could be used for calculating the APRC, may continue applyH1g that formula within their territory 
for a period of three years starting from 1 January 1993." 
"Six months before the expiry of the time limit, the Commission shall submit to the Council 
a report, accompanied by a proposal, which will make it possible in the light of experience to apply 
a single Community mathematical formula for calculating the APRC." 
6 I. 
In some Member States, nattonallegtslation extstmg on 1 March 1990 already requtred the 
tndicatton of an  APRC. 
This was the case  in  Denmark,  Germany,  Spatn, France,  Ireland, the Netherlands and the Untted 
Kingdom. 
On the other hand, Belgium,  Italy and Portugal were not subject to this requirement. 
The directive has now been translated into the national legislation of the vanous countries: 
- With regard to the elements of the total cost of the credit: 
in Denmark, Germany, France, Ireland, the Netherlands and Belgium (June 1 991 );  Portugal 
is preparing to do so. 
Spain, the United Kingdom, Italy and Portugal are left which do not seem to have adopted 
any measures yet along these lines. 
- With regard to the calculation of the APRC by the so-called  "equivalent" method? 
Not all the countries have yet adopted the equivalent method, but only France and Germany 
remain hostile to it; France prefers the proportional method and Germany that of 360 days. 
7 II.  THE  SPECIFIC NATURE OF MORTGAGE CREDIT 
1 .  The stakes 
2.  The lenders 
3.  Conceptual unity and divers1ty m practice 
4. Mortgage credit and property cred1t  not secured by mortgage 
1 . The stakes 
In  1 990,  the outstandings from loans intended to finance  housing alone  totalled  over a 
thousand billion ECU. 
Over 50% of the credit granted to households by banks is  associated with the financing 
of housing. 
New loans  granted  each  year  account  for some  15%  of GNP.  70%  of production  is 
accounted  for by the  institutions  belonging  to the  European  Community  Mortgage Federation. 
These figures, which come from this Federation, give an idea of the stakes. 
It is true that the cross-frontier supply is still very limited: all the more reason to define the 
rules for fair competition respecting the interests of consumers. 
In addition, property purchases made by private individuals in a Member State other than 
their own are increasing and provide an opportunity for international competition in loans. 
The lending institutions are obviously not calling for a directive themselves as they see it 
as  ~fl additional constraint which may change their practices. 
Some seem particularly warned about related measures which the1r own governments may 
introduce when their national legislation is brought in  line with the Community provisions. 
8 For all that, it 1s  d1ff1cult  for them to deny the legitimacy of the Comm1ss1on's concern 1n 
this  field,  since  it  is  merely  a  matter  of developing  a  untt of  measurement  common  to  all  the 
Member States. 
It  is  an  imperative  for  the  ~nformat1on  and  protection  of  the  consumer:  the  polic1es 
conducted to encourage accession to ownership in certain Community Member States mean that 
mortgage credit is no longer the prerogative only of the wealthy.  The  rise of the phenomena of 
over-indebtedness observed in recent years illustrates this point. 
In  addition,  transparency  of  the  information  is  essential  to  the  development  of  fa1r 
competition between the lending inst1tut1ons of the various member countries. 
The rules ensuring this protection of the consumer still have to be defined, taking account 
of the specific nature of the practices of each country. 
2. The lenders 
There are a large number of different actors offering mortgage credit. 
There are firstly the various categories of lending institutions; most of them are grouped 
together within five federations: 
- the European Community Mortgage Federation 
- the EC Savings Banks Association 
- the European Federation of Buildings Societies 
- the European Banking Federation  .. 
- the European Federation of Cooperative Banks. 
Insurance companies and private individuals may also grant mortgage loans. 
9 The author of this report has endeavoured to consult these organisations, from which he 
has obtained effective assistance. 
A  first conclus1on results from these  talks. 
The method of presenting rates  must be imposed on all  and be independent of the nature 
of the lenders. 
This is not yet the case everywhere today: for example, in Spain, the insurance companies, 
when granting loans, are not subject to the same requirements as the banks. 
The volume of mortgage loans between private individuals is negligible: the APRC regulation 
could nevertheless be imposed on them since a professional intermediary (notary ... ) participates 
in drawing up a formal deed. 
3. Conceptual unity and diversity in practice 
There are various mortgage credit techniques. 
They are mainly linked to the method of refinancing used, but also vary according to the 
national legislation and tax arrangements and the traditional practice of local lenders. 
Nevertheless, a great conceptual unity essentially prevails. 
Mortgage credit is characterised by the special quality of its in rem security.  It is a loan for 
w~i~h  the repayment of the capital and interest is secured by a mortgage registration on a property. 
Member States have intervened in various ways to guarantee the security of the mortgage 
loan. 
10 In particular, the State m most countries has organised the system of land reg1strat1on,  the 
authentication of mortgages by the notanes, the recording of the mortgage m the mortgage register 
(land register) and the procedure of foreclosure 1n  the event of default in  payment by the debtor. 
In  some  countries,  there  are  provisions  specific  to  mortgage  loans,  as  1s  the  case  in 
Belgium, Denmark, Germany, Greece, Italy and Portugal. 
In  others,  they  denve  from  the  arrangements  governing  the  mortgage,  as  in  the 
Netherlands, Spain, Ireland, the United Kingdom and Luxembourg. 
The  European  Community  Mortgage  Federation  has  conducted  some  very  interesting 
comparative studies into the regulation and practice of mortgage cred1t in Europe. 
There is no need to quote from them here, except where they refer to facts which may enter into 
account for the calculation of the APRC. 
This is the case regarding the possible and obligatory intervention of a notary or any other 
professional person responsible for authenticating the loan contract and the registration in the land 
register. 
In general, the mortgage  must be created  by notarial  act for it to be  registered  in the 
mortgage registry, except in the case of Denmark, Ireland and the United Kingdom. 
The  notary is  responsible  for putting  the  act  into proper form  in  accordance  with the 
instructions given him by the parties and pursuant to the obligations attached to his office: 
- he checks the regularity of the title to the property; 
- he checks that the property is free of all mortgages or charges which would prevent the 
creation of the mortgage at the required rank; 
1 1 - he mforms the tax authorit1es of the creation of the mortgage. 
In  the Common Law countnes,  a role of the same kind is  earned out by the conveyancer 
or  the  solicitor;  in  fact  the  latter conducts  research  concernmg  charges whtch  could  affect the 
property, he checks the legal transfer of t1tle  and deals with the registration of the mortgage. 
4.  Mortgage credit and property cred1t not secured by mortgage 
The concern to make the APRC a real instrument of choice for consumers requtres that its 
application is not confined to mortgage credit in the strict sense of the term, but 1s  also extended 
to all credit intended for the acquisition, construction or conversion of a property. 
This is the case in particular of "personal" loans for housing, i.e. loans granted to a  person 
to finance housing, without the lender having a particular guarantee on the property financed or 
on  another  property.  These  loans  may  sometimes  be  guaranteed  or granted  by an  insurance 
company according to its own logic: they may be in direct competition with mortgage loans and 
the rule of displaying rates could not be different. 
The imperative is the same for the so-called top-up loans or second ranking loans and for 
bridging loans: here too, the rule must be the same. 
It is even  a  constraint to calculate  the effective  rate  resulting from  the combination  of 
several loans and which may constitute a factor in the choice. 
The British define three types of property loans depending on the quality of the guarantee: 
- a  "mortgage" in the strict sense of the term, 
12 - "secured".  1t  is the faction of the property finance guaranteed by an msurance, 
- "personal" in the fmal category. 
Likew1se.  the Germans have two types of secunty, the traditional mortgage and the land 
charge  "Grundschuld" (cf.  below). as  well as housmg loans without mortgage. 
The rule defined by the direct1ve for the APRC must therefore apply to any loan granted to 
a  natural  person  and  intended  to finance  a  property,  whether or not th1s  loan  1s  secured  by a 
mortgage. 
In the rest of this study,  references to mortgage loans refer to loans mtended to finance 
property in the broad sense of the term. 
5. Mortgage credit not intended to finance property 
Loans may be granted to finance operations not bearing any relation  to housing or real 
estate, but secured by mortgage. 
Their existence is an additional incentive in favour of the choice of a single method which 
is as close as possible for all credit to private individuals. 
13 PART TWO: THE  CALCULATION OF  THE  ANNUAL PERCENTAGE RATE  OF  CHARGE 
I.  APRC AND MORTGAGE CREDIT 
1 . Specific difficulties 
2.  The de facto cond1t1ons,  the national requirements 
With regard to the definition of an  APRC, two types of question must be  considered: 
A. The mathematical terms for defining the rate: it is Important, as in the case of consumer 
credit, to arbitrate between the various methods used in the countries of the Community. 
B.  The charging: it is necessary to determine precisely the costs which should be included 
in the APRC.  This is the most delicate question. 
The  situation  is  extremely  varied,  as  shown  m  the  table  drawn  up  by  the  European 
Community Mortgage Federation. 
In the mortgage sector, there are several complicating factors: the duration of the loan, the 
large number of ancillary costs, the specific characteristics of certain types of loans. 
- The duration of the loan: 
Since in general long loans are involved, their conditions may undergo modification during 
the contract  . 
. Changes to the rate: 
They may be provided for expressly in the loan contract.  This is the case for all loans other 
than  those  at  fixed  term,  whether  their  rate  is  variable,  revisable,  referenced  or 
renegotiable. 
14 ... 
. Changes depending on the decis1on of one of the parties: 
the poss1bllity, and where appropriate, the cost for the borrower of early repayment are one 
of the main factors for assessmg the qualities of a loan  . 
. Changes depending on one of the parties not meeting their obligations: 
the  penalties  which  the  lender  is  entitled  to  demand  from  the  defaulting  borrower are 
sometimes regulated, somet1mes contractual. 
Other factors are sometimes mentioned, which obviously cannot be included in the rate but 
which have a considerable influence on the real cost of the credit for the borrower: 
- the inflation rate which determines the so-called  "real" rate, 
- the  change  in  monetary  parities,  assuming  the  credit  is  denominated  m  a  "foreign" 
currency. 
The variety of ancillary costs: 
These ancillary costs are many and varied and the ancillary services to the loan contract, 
of which they are  sometimes the counterpart,  are extremely variable depending on the 
loans. 
The specific characteristics of certain tvpes of loans: 
Certain loans have special characteristics which must be taken into account: 
- The different types of loans contain elements of variability (cf. below), 
- the  "composite loans which associate several products: 
deferred credit which meets the concern to link the loan to a period of saving; 
the  various forms  of endowment  in  the  United  Kingdom,  such  as  the  "in  fine  loans" 
defined to draw the greatest benefit from tax incentives and which comprise a loan in the 
strict sense of the term and an insurance product. 
15 - The loans w1th  a form correspondmg to local particularities w1th  regard to the method of 
refinancing or taxation: 
. the  "Damnum" or  "Disag1o"  in  Germany; 
. the Danish system of mortgage bonds; 
. the mortgage credit lines. 
Each  of these  special  schemes  must  be  looked  at  from  the  two  pomts of view  of  the 
mathematical terms of the calculation of the rate and the charges. 
2.  The de facto conditions, the national requirements 
The directive will not enter virgin territory; the legislation of some countries already provides 
for the obligation to indicate an APRC in the field of mortgage credit. 
This is the case in Denmark, Germany, Spain, France and the United Kingdom. 
On the other hand, this obligation does not exist in Belgium, Ireland, the Netherlands, Italy 
or Portugal. 
The Belgian law of 4 August 1992 requires the lender to mention the period rate in the loan 
contract, but does not specify the way in which the period rate should be converted into an annual 
rate. 
Nevertheless, even for the countries "with an obligatory APRC", the methods set out in the 
respective national legislation differ both in terms of the method of calculation and in the definition 
of the charges  .  . . 
16 11.  THE  MATHEMATICAL TERMS OF  THE  CALCULATION 
1 .  The equivalent method 
2. Fixed-rate loans and variable-rate loans 
3. Special forms of loans 
3.1  The German "disagio" 
3.2 The Danish mortgage bonds system 
3.3 The British endowment and "in fine"  credtt 
3.4 Deferred credit 
3. 5  The opening of mortgage credit lines 
3. 6  Loans at preferential rates 
The choice of a mathematical method for calculating the rates is no different for mortgage 
credit than for consumer credit. 
On the contrary, it is logical for a single method of calculation to prevail, at least for loans 
to private individuals. 
1 . The advantages of the equivalent method 
The existing provisions in the various countries have been perfectly analysed by Professor 
KIRSCHEN, during the preparatory work for drawing up the directive on consumer credit. 
The Commission chose the actuarial method known as  the  II equivalent method  II,  which 
seemed to it to be the simplest, the most logical and the most unquestionable  . 
. . 
Nevertheless,  it  is  clearly  felt  that  some  credit  institutions,  especially  in  France  and 
Germany, still feel strong reservations about the equivalent system of calculation;  how can they 
be explained? 
1  7 - The w1despread  use of electronic pocket calculators has led to the disappearance of the 
argument in favour of proportional rates which were based on ease of calculation. 
In addition, the methods differ essentially in their way of converting from the penod rate (monthly, 
quarterly or six-monthly) to the annual  rate;  there are few consumers  who are  interested in the 
period rate of their loan. 
- Converting from the present rule (360 days in Germany and proportional rate in France) 
to that of the equivalent rate will mean an apparent, not real increase in the lending rate. 
This increase is of about one per cent to a proportional rate of 1 4%: a proportional rate of 
14.06% corresponds to an equivalent rate of 1  5%. 
The monetary authorities and certain bankers are worried that this illusion of a  rise may 
have a dampening effect on business. 
- But_above all, the proportional method hides the divergences between rates, whereas the 
equivalent method makes them more apparent: a  difference of 2% in an  11 %  proportional rate 
becomes a difference of 2.23% in an equivalent rate. 
Competition in terms of rates is as a  result stepped. up.  This is the reason why the institutions 
whose loans are backed by the most expensive resources, are particularly hostile to the equivalent 
formula: they prefer to shift competition to stakes other than the rate, such as, for example, the 
quality of the service or the greater or lesser knowledge of the property market. 
Nevertheless, none of these arguments is likely to call into question the choice made by the 
Commission of the so-called "equivalent" method of calculation, especially not to lead to a method  .. 
of calculation specific to mortgage credit. 
It  may  be  considered  that  the  calculation  method  adopted  for  consumer  credit,  but  which, 
theoretically, could be called into question in 1996, now forms part of the Community patrimony. 
18 According  to  the  European  Commumty  Mortgage  Federation,  apart  from  France  and 
Germany, which are the most hostile to the equ1valent method,  Ireland, Italy and Portugal would 
also appear to have a certain preference for the proportional method. 
Nevertheless, two different methods for two types of cred1t  for pnvate mdividuals 1s  not 
conce1vable.  This is all the more so as certain operations combine mortgage credit and consumer 
credit. 
It would be forestalling the problems of frontiers between types of credit. 
In  addition,  according to the  same  survey by the  ECMF,  Belgium,  Denmark,  Spain,  the 
Netherlands and the United Kingdom would prefer the equivalent method. 
As in the field of consumer credit, the annual percentage rate of charge must therefore be 
defined  as that equivalent,  on an annual basis,  to the present value of all commitments  (loans, 
repayments and charges), future or existing, agreed by the creditor and the borrower and calculated 
in accordance with the following mathematical formula: 
Excerpt  from  the  Council  Directive  of  22  February  1990:  "Bas1c  equation  expressing  the 
equivalence of loans on the one hand and repayments and charges on the other". 
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,qThe presentation resulting from the use of spreadsheet software 1s  more explicit 
Payment schedule for a g1ven  amount of cap1tal  borrowed 
Rank of the period 
2 
3 
N 
Payment 
A 
8 
c 
X 
Present value 
A  1/(  1  +  i) 
8  1/(1  +  i)A2 
c  1/(1  +  i)A3 
The period rate i is that resulting from the equivalence between the borrowed capital and the sum 
of the present values. 
The rate is therefore an easy calculation whatever the periodicity and amount of the payments. 
To convert from the period rate i to the annual rate, the following formula is used 
Annual rate  : T 
Period rate  : i 
Number of periods in the year  : n 
T  =  (1  +  il"n 
Nevertheless, the way in which this rule will apply must be specified,  in view of certain 
particularities in loans granted to finance property. 
2. The case of variable rate loans 
A  first distinction must be made between fixed-rate and variable-rate loans. 
20 In  most of the countnes, fixed-rate and variable-rate loans co-ex1st.  The mechan1sms are 
closely linked to the methods of refinancmg, but taxation toots not w1thout an 1mpact on the terms 
of the loans offered to prtvate 1nd1v1duals. 
Fixed-rate loans may be at a s1ngle  rate or success1ve rates. 
Variable-rate loans may be classified under various categories, of which tt 1s worth recalling 
the characteristics. 
2. 1 Loans at revtsable rates 
This system, which is to be found in the Anglo-Saxon countries and Portugal, associates 
the variations in the cost of credit with the variations in the cost of the resources of the lending 
institution. 
The variations in rate therefore depend on the unilateral will of the lender, who is obviously 
subject to competition. 
2.  2  Reference rate loans 
This system, practised in the Roman law countries, makes the interest rate of the loan vary 
in accordance with  a  reference known by the borrower and defined  in the  loan contract.  The 
reference is obviol:lsly not without a link with the cost of the resources, but it is independent of the 
lending institution. 
In France, the reference index is contractual, defined by the institution, whereas in Spain 
and "Belgium, it is fixed by law. 
2. 3  Renegotiable rate loans 
Under this system,  frequently  used in  Germany  and  Belgium,  the  rate  is  the  subject of 
renegotiation  between  the  lender  and  the  borrower  at  penods  provided  for  in  the  contract, 
according to two forms: 
21 - either the loan  is concluded for a penod of  "x" years with a startmg  rate known to the 
customer,  but renegotiable at the end of the penods spectfied in the contract; 
- or the loan ts  also concluded over a long period, but w1th a clause to state that 1t  may be 
called  in every five years by the lender (cf.  "Vanability of interest rates on mortgage loans tn  the 
EC"  ECMFl. 
The renegotrable rate loans are often consrdered as  being fixed-rate,since they appear as 
a series of fixed-rate loans; they must be considered as being variable rate from the pomt of vtew 
of the APRC, since the rate for the phases of loans other than the init1al  phase is not known. 
On the other hand, they will be considered as being "fixed rate" when studying the questton 
of early repayment. 
It  should  be  noted  that  a  differentiation  must  be  drawn  between  the  variations  m 
instalments and the variations in rates, which does not always exist in the public mind. 
The instalments may be constant or progressive with fixed rates. 
In the case of variable rates, the instalments may also a priori be constant or progressive; 
in addition, the variations in rates may have the effect of bringing about variations in the period of 
redemption of the loan and/or the amount of the instalments. 
The indices adopted are linked to the cost of resources backing the loans, but the rates of 
\ 
redemption sometimes take account of factors deriving from the general economic conditions. 
In certain cases,  safety clauses (floor and ceiling on variation  in the monthly instalment, 
limit on  the  prolongation of the  duration) limit the  consequences for the  borrower of excessive 
variations in the indices. 
22 Certam contracts also make prov1sion for the possibility for the borrower to convert from 
a reference rate dependmg on indices associated with the cost of short-term resources, to a fixed 
rate,  1n turn referring to an mdex associated with the cost of long-term resources. 
There is no reason, in the name of consumer protection, for g1ving preference to one type 
of loan against another.  The fixed-rate loan presents ne1ther more nor less risk than the variable-
rate:  the risk comes from the rate of inflation just as much as  from the movement in the rates. 
The comparative examples of France and the United Kingdom prov1de a perfect illustration 
of this point: the British borrowers, at a variable rate, felt the full force of the nse in rates, seeing 
their monthly instalments nse to unbearable proportions; the French, borrowing at fixed rates, lost 
out with the sudden unexpected fall in inflation. 
In addition, the progress in information technology would indicate that credit institutions 
will be induced to offer increasingly "personalised" forms of loan which are increasingly flexible and 
open to modulation, the only constraint resulting from the necessary consistency between the loan 
and the resources on which it is based. 
For instance, certain loans are "composite", with part of the capital at variable rate and the 
rest at fixed rate, others offer the borrower the option of varying the rate of redemption. 
The variable nature (revisable or referenced) of the rates does not of course exclude them 
from competition.  The  principle must be to display the  rate  "a priori"  in  accordance with the 
figures known on the day of the offer, together, it goes without saying, with the precise conditions 
of variability  . 
.  . 
Article 1  a,  paragraph 6, of the directive of 22 February 1990 must serve as a rule: 
"In the case of credit contracts containing clauses allowing variations in the rate of interest and the 
amount  or  level  of  other  charges  contained  in  the  annual  percentage  rate  of  charge  but 
unquantifiable  at the  time  when it is  calculated,  the  annual  percentage  rate  of charge  shall  be 
calculated on the assumption that interest and other charges remain fixed and will apply until the 
end of the credit contract." 
23 In the case of renegotiable loans, the rate taken mto account must be that of the first phase 
of the loan, together w1th  the cond1t1ons  for setting the rate for the follow1ng period; the figures 
taken into account are still those known on the day of the offer. 
3. Special forms of loans 
3.1  The German "disagio" 
3.2 The Danish mortgage bonds system 
3.3 The British endowment and  "in fine"  credit 
3.4 Deferred credit 
3.5 The opening of mortgage credit lines 
3.  6  Loans at preferential rates 
3.1  The "disagio" 
The practice of the  "Damnum" or "disagio" is analysed as a payment of interest made in 
advance.  It is justified by the tax advantages from which it enables the borrower to benefit and 
which are linked to the construction phase. 
For example, a  loan of 100,000 OEM will only give rise to an actual payment of 95,000 
OEM, the "disagio", i.e. the interest paid in advance, being 5,000 DEM. 
A  difficulty often mentioned by the lenders is that the loan granted with this "disagio" is 
often at a renegotiable rate and that the period of redemption of the loan is not certain. 
\ 
There is nothing in theory to prohibit the second phase of the loan also being accompanied 
by a  disagio, but there is  nothing either to justify it, in so far as  the tax advantages are linked to 
the construction phase prior to the occupation of the housing. 
24 Over what penod must the d1sag1o  be charged 7 
The rate will vary 1n accordance w1th the total durat1on of the loan; the shorter the duration, 
the higher the rate will seem. 
Strict application of the equivalent method eliminates this difficulty.  Indeed, it consists 1n 
equatmg  the  present  values  of  the  sums  paid  and  the  present  values  of  the  sums  rece1ved. 
Consequently, it is logical only to consider as borrowed capital the cap1tal effectively paid out by 
the bank, i.e. with the disagio deducted. 
This solution, tested using sample calculations communicated by the "Verband Deutscher 
Hypothekenbanken"  has the consequence of showing a  loan with an identical APRC, whether or 
not it is accompanied by a  II disagio  II. 
3.2 The special case of Denmark 
Danish  practice  has  the  particular characteristic  that the  mortgage  borrower does  not 
receive any cash directly from the lender, but mortgage bonds which he trades on the Copenhagen 
Stock Exchange. 
The price of these mortgage bonds may vary between the day on which they are made 
available to the borrower and the day on which he trades them on the Stock Exchange.  There is 
usually about a fortnight between these two dates. 
It is therefore a fixed-rate loan but which contains an element of variability deriving from 
the trend in the price of the mortgage bonds during the time between the signature of the loan and 
the sale of the mortgage bonds on the Copenhagen Stock Exchange. 
The rate must be assessed as in the case of a variable-rate loan, i.e. taking account of the 
price of the mortgage bonds on the day of the offer or of the signature of the loan contract. 
25 3. 3  The  "compos1te loans" 
- Endowment and  "m fine"  cred1t 
The loan 1s  linked to a l1fe  assurance serv1ng to repay the capital due at the end of the loan. 
The borrower only pays the Interest to the lender, to the exclusion of any sum Intended to redeem 
the loan. 
Simultaneously,  he  pays  the  monthly  premiums  for  a  life  assurance  which,  at  the  end  of the 
operation, will allow the borrowed capital to be reimbursed.  The object1ve of the operation is to 
draw the maximum beneftt from the tax possibilities and there are a large number of forms used. 
- Full endowment with profits 
This  is  the  most costly form which  links loan  and  long-term  saving.  It guarantees  the 
payment of the capital on the due date or in the event of the death of the borrower, plus a tax-free 
lump sum. 
- Low cost endowment 
Less costly, it also offers the possibility of additional capital after reimbursement of the 
borrowed sum. 
- Low start endowment 
I 
This is the same formula, but with progressive instalments 
- Unit-linked endowment 
The sums intended to redeem the capital are invested in an investment fund, the value of 
which  may  vary  upwards  or  downwards;  in  return.  1t  offers  the  poss1brlrtv  of  easier  early 
repayment. 
- Pension-linked 
The loan IS  linked to a personal pension scheme. 
26 Is  1t  possible to take  account of all  the financial  flows,  monthly instalments of loan  and 
insurance premiums to determine the APRC for the operation  7 
It is imposstble: msurance takes too many different forms and follows 1ts  own logtc. 
Nevertheless, special efforts must be made to provide information on the endowment, since 
the  modest consumer tends to consider it as  a  formula,  among  others,  for redeeming  his loan; 
however,  the  risks  inherent  in  some  or  the  above-mentioned  endowment  formulae  make  1t 
impossible to present an APRC calculated on the overall "loan  +  insurance" operation. 
The  APRC taken into account in the  case of an endowment,  or an  "in fine"  credit must 
concern only the  loan  phase  in  the strict sense  of the  term  and not integrate the  sums which 
correspond to insurance premiums. 
3.4 Deferred credit 
This is a product which exists in several Community countries (E~pargne logement in France, 
"Bausparen" in Germany, etc.), which consists in combining a savings phase and loan phase. 
The rights to a loan generally depend on the savings phase. 
The logical solution consists of not calculating the rate over the entire operation, but in 
drawing a distinction between the rate for the savings phase and the rate for the loan phase. 
In this case,  even if the loan bears an attractive rate, it is  u out of the competition"  because to 
obtain it, it is necessary to have undertaken a savings phase beforehand  . 
.  . 
Another deferred  credit  technique  was  used  in  France,  which  must  be  mentioned  pro 
memoria; it associated,  simultaneously,  a savings phase and a  loan phase,  thanks to a so-called 
"anticip'atory" credit. 
27 This technique is  no longer practised;  for the borrower,  1t  appeared  as  a smgle operation 
and  the  rate  should  have  been  calculated  over  the  whole  of  the  operat1on  (savings,  loan, 
anticipatory credit) from the present values of the payments by the borrower. 
3.5 The openmg of mortgage credit lmes 
Another case must be covered, that of mortgage loans with no fixed duration. 
The bank offers the borrower a drawing right which he can  use,  as  he chooses, to draw 
and to repay. 
The  only  problem  ansing  from  the  calculation  of the  rate  derives  from  the  anticipated 
duration taken into account to charge the administrative costs. 
Since the length of the loan contract is not fixed, the same solution must be adopted as 
for  consumer  credit:  article  7,  paragraph  2,  specifies  that  "if there  is  no  fixed  timetable  for 
repayment,  and  one  cannot  be  deduced  from  the  terms  of the  agreement  and  the  means  for 
repaying the credit granted, the duration of the credit shall be deemed to be one year". 
In the case of a short-term mortgage loan, as in the case of bridging loans, this solution is 
perfectly fair. 
On the other hand, if the mortgage credit line corresponds in fact to a long-term loan, the 
charging of the administrative costs over just one year results in an artificial rise in the rate; in such 
l 
a case, it is in the bank's interests to present its product in the form of a loan for a specific period, 
acc.qmpanied by perfectly flexible conditions for unblocking funds and early repayment. 
28 Besides, it is appropriate to provide that,  where a contract has been concluded  between 
a credit inst1tut10n or a financial inst1tut1on and a borrower for the granting of a loan in the form of 
an advance on current account, the borrower is  informed m wnt1ng at the time of concluding the 
contract or before this: 
- of the possible ceiling on the loan; 
- of the annual interest rate 
- of the terms under which the contract can be terminated. 
In  addition,  during the  contract,  the  borrower is  informed of any change  m  the  annual 
interest rate or the costs at the time this change takes place. 
3.  6  Loans at preferential rates 
Article 2, paragraph 2, of the directive of 22 December 1986 on the approximation of the laws, 
regulations  and  administrative  provisions  of  the  Member  States  concerning  consumer  credit 
provides  that  "a  Member State  may,  in  consultation  with  the  Commission,  exempt  from  the 
application of this directive certain types of credit which fulfil the following conditions: 
- they are granted at rates of charge below those prevailing in the market and 
- they are not offered to the public generally" . 
Provisions in the same spirit must be adopted, where appropriate, for mortgage credit. 
This would be the wish in particular of the Verband offentlicher Banken with regard to the 
so-called incentive credits "Forderkredit". 
..  These are credits at advantageous rates, intended to promote housing, granted outside the 
market  by  public  institutions  and  with  characteristics  which  may  be  modified  as  a  result  of 
transformations of the general economic environment or the personal situation of the borrower. 
These loans may be brought to match market conditions as  soon as  the conditions for granting 
them relating to the person of the borrower disappear. 
29 So far, the definition of an annual percentage rate of charge for th1s  type of loan does not 
present any particular difficulties: it suffices to apply to them the pnnc1ple adopted for all variable 
loans  and  to  d1splay  the  conditions  known  on  the  day  of  the  offer,  together  w1th  the  precise 
conditions of vanabtlity. 
If it does not present any maJor difficulty,  the application of the  direct1ve  to this type  of 
credit  does  not  present  any  particular  interest  either,  in  so  far  as  it  1s  outs1de  the  scope  of 
competition. 
Ill. CHARGES:  THE COSTS INVOLVED 
1 .  Cost allocation criteria 
2.  Ancillary costs 
The main problem in comparing rates lies in the definition of the costs which must be taken 
into account in the calculation of the APRC: 
the  ancillary  costs  and  the  services  which  they  cover  vary  considerably  and  often 
correspond to national practices 
the exact amount of some of these  costs are  not known until the  loan  agreement  has 
actually been concluded. 
Therefore what criterion must be adopted to identify the costs to be taken into account 
when calculating the APRC? 
1 .  Cost allocation criteria 
A  simple, fair and logical rule must enable one to distinguish easily between the ancillary 
costs which must be included in the calculation of the rate and those wh1ch must be excluded. 
30 1 . 1  Presentation of the  "bare"  rate 
One solut1on might be to take account only of the rate aris1ng  s1mply from the payment of 
interest and the redemption of the cap1tal. 
This  would  be unacceptable  smce other costs,  notably those charged  by the lender,  for 
instance handling charges, are an essential element in the cost of the loan. 
This is  often how national publicity works:  the  figures for rates  do not mclude costs or 
insurance. 
More generally, this information is  all  the more inadequate for carrying out a comparison 
once one realises that different ancillary costs are charged by institutions in the various countries. 
1.2  "Compulsory" costs connected with loan agreements 
All  the  costs  which  must  be  paid  in  order  to  obtain  a  loan  must  be  included  m  the 
calculation of the APRC. 
This is the principle used in consumer credit; it is also used in France for mortgages. 
It may however lose all meaning in a European context. 
In fact,  compulsory costs  are often  the  same  within  a' given  country,  but vary  widely 
throughout the Community  .  .  . 
Such charges are often connected with the services available to a borrower in a particular 
country, although in some countries these are separate from the loan agreement. 
A  particularly Important example of this is insurance. 
31 When  examining  the  file  of an  applicant  for  a  loan,  French  banks,  unlike  Britrsh  banks, 
traditionally pay more attention to the solvency of the borrower than the amount of the mortgage. 
In  France,  life Insurance must be taken out by borrowers, whereas  tn  Great Britain fire Insurance 
for the mortgaged property is compulsory. 
Does the criterion of obligation mean that the cost of fire insurance is included in the rate 
of the loan? This is normal practice in Ireland. 
However, this is not the case for loans subscribed to from institutions in countries where 
fire insurance is not compulsory. Yet it is probably true to say that property is insured against fire, 
all  the same. 
Moreover, loan agreements frequently mention the obligation for the borrower to insure the 
property, but this is the business of the borrower. 
Furthermore,  certain  ancillary costs  - even  compulsory ones - often correspond to very 
heterogenous services: the case of insurance against unemployment is important as it covers a 
wide variety of guarantees. 
In some cases, lenders make this a condition for obtaining a loan. 
Draft  national  legislation  is  being  examined  in  two  countries  - Great  Britain  and  the 
Netherlands - with a view to prohibiting mortgage lenders from tying certain services to loans. 
If this legislation is passed, it would mean a very clear separation between the loan on one 
haop and the ancillary services on the other, with an obligation being introduced to supply detailed 
specific information on the services. 
While this is logical in a national setting where practices are homogenous, the critenon of 
32 "obligation" would be  d1ff1cult to apply from the pomt of view of a comparative choice m a nultl-
national environment. 
1 . 3  The cost of services  "designed" for borrowers 
Another  method  of  identifying  the  costs  taken  into  account  in  the  loan  could  be  to 
determine who will benefit - the lender or the borrower - from the relevant serv1ces  supplied. 
For instance, it can be agreed that the expert appraisal of a building is  of benefit first and 
foremost to the  bank,  which is assured of the quality of the property it is mortgaging.  In  some 
countries, it is even necessary in order to determine the amount of the loan. 
But this criterion is not effective either: the life insurance policy is a guarantee for the bank 
as well as for the borrower. The bank is guaranteed that its loan will be repaid in the event of the 
death of the borrower, but on the other hand the heirs, and where appropriate the spouse,  are 
assured of receiving a property which has been fully paid up. 
This criterion does not distinguish all the ancillary costs and consequently cannot be used. 
1.4  The costs charged by the lender 
Costs connected with a service will be included in the calculation of the rate, if the price 
of the service is charged, or even simply passed on, by the bank. 
For instance, charges linked with insurance or the expert appraisal of the property would 
be included in the rate if these are charged by the lender. 
This solution is not satisfactory either: it would induce banks to avoid systematically acting 
as the sole entity for organising several services connected with the loan. 
33 1 .5  Costs charged by the lender for its own account 
This is the criterion favoured by most mst1tutions and 1t  IS certamly the easiest one to apply, 
but it does not at all go as far as certain nat1onal  laws on APRC. 
Moreover,  1t  does not distinguish accurately and in  every case those costs that must be 
included in the calculation of the rate. 
Therefore it is necessary to review all the costs that can be included in the loan agreement. 
2.  Ancillary Costs 
Apart from the amounts aimed at repaying the capital and covering the interest, what other 
elements can be taken into account to determine the cost of mortgage credit? 
.. 
handling charges and fixed charge 
brokerage costs 
cost of expert appraisal of the property 
cost of constituting mortgage guarantee 
cost of security and subscription to guarantee or reserve funds 
subscription of shares 
personal insurance by borrower (life, health insurance) 
insurance against unemployment 
insurance of property to be mortgaged 
credit insurance premiums 
taxes,  levies and stamp duty. 
Handling charges, fixed charge and brokerage costs 
These are always taken into account, except in Italy, Portugal and Ireland. 
34 The cost of handling charges is  as  high for borrowers as  the payment of interest: as  high 
and sometimes higher since several Member States grant tax relief on interest payments. 
Fixed charge 
This  charge  no  longer  ex1sts:  in  France,  before  the  Neiertz  law  was  adopted,  1t 
corresponded to a fraction of the handling charges explicitly excluded from the calculation of the 
rate and only concerned consumer credit. 
The reason for it was the constraint arising from the approximation between the new equivalent 
method and the definition, since amended in  1989, of the usury rate. 
The "disagio" 
The case of the  II disagio  II  was discussed in  the chapter on the method of calculation: it 
would be possible to consider this as  a component of the handling charges and it would then be 
taken into account in calculating the rate. It is more logical to consider it as capital borrowed than 
as capital effectively paid, in other words account is not taken of the "disaggio" (see above). 
Brokerage costs 
This is the cost of marketing the loan. From the point of view of the cost of the credit, it 
is immaterial to the borrower whether the lender chooses an internal or external sales system for 
its products. 
Thus brokerage costs should be included in the rate  .  . . 
If a regulation were adopted, all the institutions questioned by the Mortgage Federation of 
the  EC,  with  the  exception  of  Ireland,  agreed  that  handling charges,  the  fixed  charge  and  the 
brokerage commission should be included in the calculation of the APRC. 
35 These costs are directly linked to the const1tut1on and marketing of the loan. 
Cost of expert appra1sal 
This cost concerns a guarantee which the lender w1shes to have:  rn  some countnes, it 1s 
even necessary to have the property appraised in  order to determine the amount of the loan.  The 
result of the appraisal is used as  a basis for calculating the ratio between the amount of the loan 
and the value of the mortgaged property. The rate applied to a given operation 1s  often based on 
this ratio. 
Expert appraisal costs should be included in the cost of credit, even when the appraisal is 
conducted by an independent organisation. 
A  majority of the members of the Mortgage Federation agree with this. 
In favour: Belgium, Great Britain, Denmark, Spain, France and Ireland. Germany and the Netherlands 
are against. 
Cost of constituting mortgage guarantee 
These are included in Belgium, Denmark, France and Great Britain. 
Most of the members of the Mortgage Federation are against this, with the understandable 
exception of the "common law" countries where notaries do not play a part in the transactions. 
The  refusal of lenders to include the cost of constituting  a  mortgage guarantee may be 
explained by several factors: 
these expenses are not charged by the bank for its own account; the lenders are rn  favour 
of this criterion of sharing (see above) 
these  costs  do not depend  on  the  lending  institution  but rather on  the  location  of the 
property, and are totally  "external" 
36 they are rarely known precisely before the s1gning of the loan agreement. 
Moreover,  Germany has two types of real  guarantees:  the  traditional  mortgage and  the 
"Grundschuld" land mortgage. 
The  "Grundschuld"  is  a  mortgage that is  dissociated from any cia  1m  and  is  of indefinite 
duration.  The  borrower may  bring  this  land  chargE:  to  the  bank,  s1gn  a  loan  agreement  and  a 
security contract - "Sicherungsvertrag". He recovers the land charge when the loan is repaid and 
can keep it in his possession for subsequent use. Under this system. the mortgage guarantee 1s 
therefore constituted beforehand and completely separate from the claim: obviously the cost of this 
cannot be included in the calculation of the APRC. 
Luxembourg has a  very different system as far as  legal  basis  is  concerned,  but close in 
terms of the effects: the deed opening the credit signed before a notary is similar to a mortgage 
credit framework contract, to which one or more private contracts are attached which specify the 
characteristics of the loan(s) which will actually be granted. 
Moreover, the cost of constituting the mortgage guarantee depends on the location of the 
property, not the lending institution. In this way, it is not a competing element unless the mortgage 
is competing with a loan combined with another type of guarantee. 
Including this type of cost may constitute a slight hindrance for cross-border competition 
as the  "foreign" institution would have to make costly efforts to find out exactly the amount of 
these expenses. 
The cost of constituting a mortgage guarantee is a major part of the cost of the credit for 
consumers:  but  from  the  point  of  view  of  the  APRC,  the  treatment  of  this  cost  cannot  be 
dissociated from that of other forms of guarantee. 
A  mortgage loan may in fact be in competition with a budding loan combined with another 
sort of security - a guarantee (French:  "caution") for instance. 
37 Cost of secunty and subscnption to guarantee or reserve funds 
The  Mortgage Federation  did not question its  members about the  costs connected  w1th 
alternative or complementary types of security, such as guarantees ( "caut1ons"). 
Yet guarantees must certainly be treated in the same way as  mortgages, with which they 
may be in competition. 
The problem is complicated by the fact that the cost of the guarantee can be broken down 
sometimes - this is the case with French mutual benefit systems - into two parts: one part acquired 
by the organisation and one part refundable to the borrower once the loan has been fully paid up, 
the amount refunded depending on the global claims by that generation of borrowers. 
The  French  solution  is  to include the  part acquired  by the  security  organisation  m  the 
calculation of the APRC, but not the part refundable to the borrower. 
This solution has the merit of simplicity but is only partly satisfactory as the refundable part 
is only partly refunded and, in any case, in nominal value, in other words eroded by inflation. 
Whether  or  not they  are  included  in  the  rate,  the  cost  of constituting  the  mortgage 
guarantee must be treated like other types of security. A  majority of lenders object to including 
them  in the calculation  of the rate.  This issue cannot be settled  independently of the question 
regarding the phase during which the calculation of the rate is performed: the information available 
is not the  same for an  advertised  offer very much upstream of a  possible transaction  and that 
aV9tlable during the drafting of a loan agreement {cf.  below). 
Subscription of shares 
The subscription of shares, a normal pract1ce in mutual benefit organisations, IS difficult to 
include since while it may sometimes be obligatory in order to obtain a loan, Jt  rarely relates to this 
38 single loan but entttles the holder to other bankmg servtces. 
Personal insurance premiums (life, health, unemployment) that are obligatory and m favour 
of the lender 
These are included in France and Ireland. 
These cover a wide range of guarantees and while they certainly constitute an element in 
the cost of the credit, they may obscure the companson of rates m a heterogenous environment 
such as that of the Member States. 
The  reluctance of lending institutions seems quite justified for this  reason.  Only Ireland 
wishes to include these costs in the APRC. 
The consumer credit directive states that the following are included in the calculation of the 
APRC: the cost of insurance or other security aimed at assuring the lender that an amount equal 
or lower than the total amount of the credit, including interest and other charges which the lender 
is obliged to require before granting the loan, will be reimbursed in the event of the disability, illness 
or unemployment of the consumer. 
Insurance premiums covering the financed property (fire) 
These  are included in  Ireland; Denmark and  Great Britain  would also  like to have them 
included  . 
.  . 
The problem, already mentioned above, is that the borrower is obliged to pay this insurance 
in every country but the cost of this will not affect the rate except in countries where the lending 
institution makes this an obligation controlled by it. 
39 Credit insurance prem1ums 
European institutions rarely make use of credit insurance. 
In any case,  this forms part of the constitution of the loan and must as  such be mcluded 
in the rate. 
Taxes,  levies and stamp duties 
Taxes, levies and stamp duties must be treated like the eiemtffits that form the basis of the 
collection of these. 
Where their base is connected with an element whose cost must be included in the rate, 
they must also be included there. 
IV. OTHER  FACTORS FOR  ASSESSING A LOAN 
1 .  Prior repayment and rescheduling 
2.  Allied services 
3.  Various penalties 
4.  Possibility of transferring loan 
5.  Exchange risks 
The  life of a  loan  is  subject to events  that cannot  be \predicted  and  often  concern  the 
borrower himself  .  .  . 
An important element  in assessing  the  quality of a  loan  is to know to what extent the 
borrower can change the conditions during the repayment penod. 
1.  Prior repayment and rescheduling 
The  possibilities  of  repaying  a  loan  in  advance  vary  considerably  from  one  country  to 
another. 
The Mortgage Federation has also established a very comprehensive report on the practices 
in this area. 
40 There are two main pomts. 
One factor, common to all countries, establishes a link between the poss1bllity of repaymg 
a loan in advance and the type of resources backing it: for instance, can a variable rate loan usually 
backed by scant resources always be  reimbursed? 
The main difference concerns fixed rate loans: it should be borne in mind that in order to 
lend the money, the banker himself has undertaken commitments which he cannot shed. 
Therefore he will be penalised if the market rates have dropped between the time when the 
loan was granted and the time it was repaid. 
Germany and France have adopted diametrically opposed positions in this area: Germany 
prohibits prior repayment to preserve full consistency between the duration of the loans and that 
of the  resources,  while  France  always  permits  prior repayment  and  imposes  a  ceiling  on  the 
compensation payable to the banker: 3% of the capital outstanding. 
This is an essential factor which must be taken into account when making a comparison 
of the different types of credit on offer,  but it is not however possible to take account of it in 
calculating the APRC. 
Standardised information on the possibilities and exact cost of prior repayment is essential. 
2.  Allied services 
One of the elements for wh1ch it is most vital to obtain information, without however being 
able to take this into account in calculating the rate,  is the services allied to the loan in the strict 
meaning of the term. 
41 "Endowment"  or m  fine credit is  the most typ1cal:  the rate of the loan reflects the cost of 
the  mterest  only  while  the  cap1tal  1s  repaid  by  means  of  a  life  insurance  contract.  Financially 
speakmg, these two operations are mseparable. It is essential that consumers should be aware of 
all the obligations they are undertaking. 
3.  Various penalties 
National  laws  on  this  vary  significantly.  Penalties  imposed  in  the  event  of  incidents 
regarding repayments are either regulated or contractual, depending on the country in question. 
The  increase  in  claims  connected  with  an  increase  in  risks  regarding  mortgage  loans 
throughout Europe means that account must also be taken of this aspect. 
But it is not possible to take account in the APRC of the weight of the penalties incurred 
by the borrower if he does not fulfil his obligations for any reason whatsoever. 
The directive must include an obligation regarding information in this respect: the borrower 
must have a precise idea of the penalties involved if he does not honour his commitments. 
4.  Possibility of transferring loans 
Rather than repaying the loan in advance, the borrower may be tempted to transfer it: 
transfer from one property to another 
transfer from one borrower to another. 
In any case,  it is  quite legitimate for the lender to reserve the right to approve the new 
debtor, who might be less solvent, as  well as the new property, whose value m1ght be lower. 
42 In  the case of a variable rate loan, this operation will be  poss1ble but wdl only save a few 
expenses. 
In  the  case  of fixed  rate  loans.  the  operation  will  only  be  mterestmg  for  the  borrower 
compared with a new loan if it is disadvantageous for the lender. in other words 1n the event of an 
increase in the rates between the date of subscription and the possible date of transfer. 
This means that transfers rarely occur in practice. 
6.  Exchange risks 
This is an element that has nothing to do with the loan and obviously cannot be taken into 
account. 
Moreover any law on this aspect would be based on the prospect of a single currency. 
However, the desire to protect consumers induces us to recommend the British formula. 
When a loan guaranteed by land must be repaid i.n  a foreign currency, the advertisement, 
whether interim or complete, regarding the credit must mention the following statutory warning: 
"The  equivalent  in  pounds  sterling  of  your  commitment  in  foreign  currency  may  be 
increased following fluctuations in the exchange rate. " 
43 PART THREE  A  PROPOSAL  CONCERNING  THE  DISPLAYING  OF  LENDING  CONDITIONS AND 
INTEREST RATES 
I.  Consumer information and fair competition 
II.  The various stages of the borrowing operation 
Ill.  An effective  "global"  rate? 
IV.  Effective labelling 
I.  CONSUMER INFORMATION AND FAIR COMPETITION 
The objective of a directive on displaying interest rates for mortgage credit is twofold: 
to improve consumer information and protection 
to define the conditions of fair competition between the various lending institutions 
in the Member States. 
The  wish to improve consumer  information  has  led  to  the  choice  of a  method  which 
guarantees consumers knowledge of the total cost of their borrowing operation: this militates in 
favour of a  "broad" definition of the APRC taking account of all the costs linked with the loan. 
On the other hand, the imperative of fair competition requires  a  common  measurement 
device. The comparison must be based on the most homogenous data possible. For this reason the 
definition of the rate must be relatively narrow. Most of the lendin'g institutions are clearly in favour 
of this  .  ... 
In this case, the definition of the APRC in Community countnes would, at least with regard 
to  the  charges  involved,  lag  far behind  the  most protective  rules  laid  down  m  certain  Member 
States. 
A  European rule in such a technical area risks being replaced by the more protective rules 
which may exist in  some Member States.  In  fact,  it is  difficult to imagine two definitions of the 
APRC existing alongside each other, one obeying national rules and the other one Community rules. 
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II.  THE  VARIOUS STAGES OF  THE  BORROWING OPERATION 
However,  these  two  objectives  - better  rnformation  and  fair competition  - refer to  two 
different phases of the act of borrowing. 
Upstream, the choice between the offers by several lending institutions can only be based 
on relatively restricted information concerning the ancillary costs that w1ll  affect the cost of the 
loan. Costs connected with the actual operation or the person of the borrower will only be known 
once the operation is sufficiently advanced and examined by the pre-selected lender. 
Thus  in  countries  like  France  that  have  a  very  broad  definition  of  the  APRC,  which  includes 
insurance costs and the cost of constrtuting the mortgage guarantee, there are advertisements for 
an APRC net of charges. Consumers do not really make use of the APRC as a comparative tooJ in 
these countries. 
.  . 
This would induce us to exclude two types of elements from the "Community" APRC: 
those  supplied  in  return  for  very  varied  and  heterogenous  services:  insurance 
connected with the borrower (life, health, unemployment)  and with the property 
(fire). 
those which are connected more closely with the building being financed and its 
location  than  the  loan,  strictly  speaking:  the  cost  of  constituting  a  mortgage 
guarantee. The desire to treat the various forms of security (mortgage or guarantee) 
equally would lead to the exclusion of the cost of the security bond from the rate  . 
45 However,  further  on  tn  the  operatton,  consumer  mformation  and  therefore  protectton 
requires that when concludtng the loan agreement, the borrower must have detailed knowledge of 
all  the  charges  he  will  have  to  pay.  He  must  also  have  comprehensive  informatton  on  all  the 
characteristics of his loan. 
Ill. A  GLOBAL EFFECTIVE RATE? 
1.  The decision regarding homogenetty 
As  can  be  seen,  the  proposed  solution  follows the  same  logic  as  the  consumer  credit 
directive. It is an extension of this, in fact, but with one change. 
This change means a solution that is lagging behind in order to take account of the diverse 
practices in Europe in the domain of mortgage credit: 
lagging behind with respect to the consumer  credit directive 
lagging  behind  with  respect  to  the  most  protective  laws  adopted  by  some 
countries. 
The  desire  to  compare  homogenous  rates  would  result  in  excluding  from  the  APRC 
expenses which are nevertheless constituent elements of the cost of the credit, insurance, and the 
cost of constituting a  guarantee and therefore of defining an  effective annual  rate which is not 
really global, an "APRC net of insurance and net of security" .  . . 
This solution would not go as far as the directive on consumer credit which states that the 
following are included in the calculation of the APRC: the cost of insurance or securittes aimed at 
assuring the lender that an  amount equal  or lower than the total amount of the credit,  including 
interest and other charges which the lender is  obliged to require before granting the loan, will be 
reimbursed in the event of the disability,  tllness or unemployment of the consumer. 
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• However, the directive should requtre that certain 1nformat1on other than the APRC, a lrst 
of which may be prec1sely defined (see below), must be supplied to the borrower in a standardised 
form. 
It  might  also  state  that  the  calculation  of  the  insurance  rate  and  security  should  be 
contained in the contract together with the APRC. 
2.  The list of costs included in the APRC 
Apart from  the  amounts  destined  for the  repayment of the  caprtal  and  payment of the 
interest, the "APRC, net of insurance and securities" should be taken into account to determine the 
cost of credit in the field of mortgages: 
handling charges 
brokerage charges 
expert appraisal of the property 
credit insurance premiums. 
In other words, the only costs excluded from the calculation of the rate, of all the costs 
which the borrower must pay to obtain a mortgage loan, are the cost of constituting a mortgage 
guarantee or security and the costs connected with personal insurance (life insurance and health 
insurance, insurance against unemployment) and insurance covering the property to be financed 
{fire, etc.). 
This is the basis on which lending institutions can advertise their rates  . 
. . 
IV. EFFECTIVE LABELLING 
1 .  Information which is not reduced to the rate 
The  choice of a  quite restrictive definition of the charges has  resulted  1n  the addition of 
other labelling requirements providing information on the qualities of the loan. 
47 The following information must be contained rn  the loan agreement: 
The list of compulsory charges not included in the "APRC net of msurance and net 
of security",  the cost of these and the  precise definition of the  serv1ces  they are 
buying: 
Life insurance: cost and exact nature of the guarantee 
Health insurance: cost and exact nature of the guarantee 
Insurance against unemployment: cost and exact nature of the guarantee 
Cost of constituting a mortgage guarantee: cost 
Security: full cost with indication, where appropriate, of the refundable part 
Fees,  taxes and stamp duty not included in the calculation of the rate. 
The amount of the costs to be borne by the borrower must be clearly stated and 
be  the  subject  of  a  calculation  of  the  rate  of  "insurance  and  security  costs 
included". 
Other  characteristics  of  the  loan  which  will  probably  not  form  part  of  the 
calculation of the rate must also be communicated. 
possibility and cost of possible prior repayment 
list of costs and description of corresponding services supplied 
penalties incurred in the event of non-fulfilment of contractual obligations by the 
borrower. 
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• 2.  Formal loan offers 
Whatever dectsion is adopted, the dtrecttve'  s two objectives must be achteved: 
an  "APRC net of insurance and net of security"  based on homogenous elements 
ensures fair competition 
the obligation to supply a list of additional information when the loan contract  IS 
being signed guarantees that the consumer is properly informed. 
Moreover,  to  ensure  that  this  second  objective  is  achieved,  the  information  obligation 
should be fulfilled in such a way that the borrower has enough time to become familiar with the 
information before committing himself by signing a loan agreement. 
The initiation of a loan offer procedure, such as those prevailing in certain Member States 
could provide a satisfactory solution. 
In France, for instance, the lending institution must send a  loan offer to the borrower by 
post, the content of which is regulated. The offer is binding on the institution for thirty days. The 
borrower, for his part, has ten days to consider and examine the offer and, if he accepts it, must 
return it, signed, to the lending institution. 
In  other  countries  - this  is  the  case  in  Germany  for  consumer credit  - the  period  for 
considering the offer is replaced by a period of regret: the borrower may withdraw during the week 
following the signing of the loan agreement. 
This  type  of  procedure  falls  within  a  domain  which  affects  mortgage  practice  in  each 
country: therefore it goes beyond the scope of any directive on the displaying of rates. 
However this would enable us to agree on a quite restrictive definition of the APRC, corresponding 
to the wishes of the lenders and providing the consumer with very comprehensive 1nformat1on to 
enable him to understand all the charges linked with the credit operation. 
49 Th1s  balanced solut1on would take account of the w1shes of the lenders' representatives as 
well as those of consumer organrsatrons. 
The  establishment of a  formal  loan offer procedure would be the counterpart of a  quite 
restnctive definition of the APRC,  net of insurance and net of security. 
Moreover, the French pract1ce demonstrates that the mechanism of a  loan offer does not 
have any real disadvantages for lenders, apart from that arising from the adjustment to new habits. 
The terms of this choice - a narrow definition of the APRC but at the cost of introducing 
a loan offer procedure- must still be discussed with all the parties involved, representatives of both 
consumers and lenders, with the Commission taking the initiative in organising this. 
* 
*  * 
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This balanced solut1on would take account of the w1shes of the lenders' representatives as 
well as those of consumer organ1sat1ons. 
The establishment of a  formal  loan  offer  procedure would be  the  counterpart  of  a  qu1te 
restrictive definition of the APRC,  net of insurance and net of secunty. 
Moreover, the French practice demonstrates that the mechanism of a  loan offer does not 
have any real disadvantages for lenders, apart from that arising from the adjustment to new habits. 
The terms of this choice - a  narrow definition of the APRC but at the cost of introducing 
a loan offer procedure- must still be discussed with all the parties involved, representatives of both 
consumers and lenders, with the Commission taking the initiative in organising this. 
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